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Our cost framework attempts to address this issue by asking, in Category 14, for states to report
those activities, and their codt, that a state performed independent of the federal regulation and/or
other programs that a state supported in addition to administration of the federal regulation.*
These baseline activity costs are subtracted from the reported total activity costs to calculate the
incremental cost resulting specifically from adoption of the federal regulation. For example,
some states aready required stormwater-management permits at some construction sites before
EPA issued the Stormwater Phase Il Final Rule. Under Category 10, Recurring Permit
Administration, these states would report the total cost associated with processing stormwater-
management permits for construction sites. Under Category 14, Baseline Activities, states would
report the cost associated with the permits they were aready processing prior to, and therefore
independent of, the Phase Il rule. The difference between these two costs represents the
incremental cost of the Phase |1 regulations to the state for the Recurring Permit Administration
category.

In practice, we found this concept |ess than straightforward to implement. In the case of the
Stormwater Phase Il Final Rule, EPA asserted in its analysis that costs related to construction
start permits should be attributabl e to the Coastal Zone Act Reauthorization Amendments
(CZARA), which has similar requirements to the Stormwater Phase I Final Rule. The states,
however, disagreed with this assertion. In their view, the Stormwater Phase Il Final Rule
reguirements were more difficult to satisfy, so they developed their programs specifically to meet
the Stormwater Phase |1 Final Rule requirements. They reported that through meeting the
Stormwater Phase 1l Final Rule requirements they satisfied the CZARA requirements.

In theory, the Stormwater Phase |1 Final Rule costs should be compared to the costs that would
be incurred under the hypothetical scenario where thereis no Stormwater Phase |1 Final Rule.
However, the costs that would be incurred under this hypothetical scenario, where the states
would have developed only a CZARA permit program, are unknown. In our analysis, we include
the full costs reported by the states even though some of the costs reported by the CZARA-
affected states (New Jersey and South Carolina) may have been otherwise incurred in the
absence of the Stormwater Phase I1 Final Rule.'* These costs are tracked separately so they can
be identified as costs that are not fully attributable to the Stormwater Phase Il Final Rule.

The second issue concer nsthe extent to which states may choose to go beyond basic
requirementsin implementing a federal environmental regulation. This *going beyond”
could occur for arange of reasons, including enactment of special requirements or programs that
build upon (but are not required by) the federal regulation, or undertaking activities for the
federal regulation in away that exceeds the reasonable baseline for implementation (e.g.,
engaging in ahigh level of outreach and training to the regulated community). It is certainly
within states' discretion to undertake these “going beyond” activities; however, itisaso
reasonabl e not to recognize the cost of “going beyond” as a cost attributable to the federal
environmental regulation.

Like the preceding issue, this matter is highly subjective and contentious: What EPA deems as
the activities or costs that are sufficient for administering aregulation may not include al of the
activities or costs that a state views as essentia for its administration. During the information
collection process, we explored this issue quite carefully in the instances both where states

10 Any such “other program benefit” costs should also be set aside as not being directly attributable to the federal

environmental regulation.

1 Notethat Virginiais also subject to CZARA requirements; however, EPA’s analysis did not account for this.
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claimed that EPA had not included all of the activities that needed to be performed for a
regulation, and where a state’ s estimates of the cost for performing an agreed activity
substantially exceeded the EPA estimate. In general, we found that states were adamant in their
view that claimed activities not covered by EPA, as well as the additional costs for performing
activitiesincluded by EPA initsanalysis, were essential to responsible implementation of the
federal environmental regulation’s requirements. Given the subjectivity of thisissue, it isbeyond
the scope of this project to reach any findings on whether state-claimed activities and costs
exceed, in some way, the level that is sufficient for administering aregulation. Accordingly, we
report those activities and costs as provided by the participating states and identify the extent and
character of differences between those costs and the EPA costs, but we reach no findings on
whether those differences result from “going beyond” the basic requirements for administering
the EPA regulation. Thisis clearly atopic that EPA, ECOS, and the states could further discuss
to ensure that these costs are appropriatel y addressed in future administrative cost analyses.

5.2 Normalizing the EPA Cost Estimates to the State Level

The central concepts of this study areto (1) examine EPA’ s estimates of the costs that states
incur arising from the administrative requirements in the federal environmental regulations that
states are charged with administering, and (2) compare these EPA cost estimates with the states
own information or estimates the costs they incur to meet the administrative requirements. This
task is complicated by the fact that the EPA analyses (for example, in an RIA) generaly present
estimates at the national level. To allow a consistent and meaningful comparison of the EPA and
state cost estimates, we therefore needed to apportion EPA’s national-level estimates to the
individual states. In effect, we allocated the national-level estimates to the participating states,
based on the estimated level of activity in those states for administering the specific regulations
covered in thisanalysis. In addition to this “regulatory activity” normalization, we made
additional adjustments to the EPA estimates:

= Inflating all cost estimates to 2006 dollars
= Adjusting labor cost estimates to include a fringe rate of 40 percent

= Adjusting individual states' wages for the difference between state wages and the average
national wage

= Annualizing start-up costs over 5 years at a discount rate of 7 percent.

We discuss each of these five adjustment categoriesin detail below.

5.2.1 Normalizing Based on the Number of Regulatory Activities Undertaken by
Participating States

The relevant cost components in the RIAs were generally reported as (1) per-state costs, or

(2) per-activity costs. In general, administrative costs that do not vary with the amount of
regulatory activity are estimated as per-state costs. For example, we would expect the costs
associated with tracking EPA’ s rulemaking process not to vary substantially based on the
expected level of regulatory activity performed by a state (assuming that the state will be
required to administer the regulation to facilities within the state). However, the cost for other
types of activity would depend on the number of regulation-related activities that would occur in
the individua state. For example, we would expect the total cost of processing permitsto vary
more or less directly with the number of facilities for which the state would need to administer
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permits. Thus, these types of costs are generally estimated as being proportional to the number of
permits that must be processed.

Since the per-state costs are the same for each state, adjusting these cost components to the state
level was straightforward. However, normalizing values that were estimated as a function of the
number of regulatory activities was more difficult. It isimportant to normalize these national
estimates accurately; otherwise, differences between the EPA and state estimates might reflect
errors in our normalization methodology rather than true differences between the two estimates.
In most cases we were able to gauge the accuracy of our normalization factors by comparing the
sum of the state-level estimates to the national estimates presented in the RIA. The normalization
factors are discussed in more detail in the appendixes, where we document our calculationsin
greater detail.

5.2.2 Inflating EPA Estimates to 2006 Dollars

To compare the EPA estimates with the estimates reported by the states, it was necessary to
ensure that both estimates were in the same dollar terms. We adjusted the EPA estimates to 2006
dollars (2006$) and asked participating states to report their costs in 2006$ because we believed
that this would be the easiest way for states to report thisinformation. In our preliminary
discussions with participating states, we learned that states would be best able to estimate labor
costs based on the current wage of the staff required to perform various tasks. Thus, we believed
that reporting current salaries would be easier than recalling the salary levels from earlier years.
We adjusted the EPA estimates to 2006$ using the Consumer Price Index for al Urban
Consumers (CPI-U) from the Bureau of Labor Statistics.

5.2.3 Adjusting Labor Cost Estimates to Incorporate a Fringe Rate of 40 Percent

The EPA estimates of administrative costs employed a wide range of assumptionsin adding an
allowance for fringe and overhead to base wage rates. The composite fringe and overhead
markups vary substantially both in description and in resulting numerical value. Over the four
regulations, the markups were 40 percent, 50 percent, 110 percent, and 123 percent.*? All were
described asincluding a“fringe” component and some kind of “overhead” and/or “general and
administrative’ cost component. The items included in the overhead and/or general and
administrative costs appear to vary widely over the four regulatory analyses. Because of the wide
range of, and potentially inconsistent, treatments of fringe and overhead in the underlying
analyses, we preferred to adopt a consistent and simpler concept of alabor cost “markup” for use
in our analyses and in obtaining information from the states.

From our review of thisissue and conversations with states early in the framework development
and information gathering process, we concluded that states would be readily able to report a
fringe rate for labor. However, we also concluded that the overhead concept could be difficult to
define and obtain costs for in a consistent way. Overhead, itself, is not a precisely defined or
consistently applied accounting concept, and the overhead “markup” depends on the costs that an
organization chooses to account for as overhead instead of recording as the direct costs
associated with a given activity. For example, “overhead” may include an allowance for upper-
level management time, or aternatively, that time and its cost may be included in the directly
charged average wage reported for an activity. Indeed, as described above, the EPA analyses
themselves reported a wide range in the combination fringe and overhead rates that were used in

12" These values would apply as “multiplier markups’ of 140 percent, 150 percent, 210 percent, and 223 percent in

calculating a“loaded” wage rate.
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the regulatory analyses, which underscores the challenge of achieving consistency in the
treatment of overhead costs. As aresult, we chose to adjust the EPA-estimated labor ratesto
reflect only a“standard” fringe rate of 40 percent, which is based on guidance on fringe
allowance from the Office of Management and Budget in Circular A-76. The OMB guidance
states arate of 36.5 percent, which is dightly less than the lowest of the composite rates reported
in the EPA regulatory analyses. For our analysis, we used a rounded “standard” fringe rate of 40
percent. These adjustments resulted in lower labor costs for all the rules except for the
Disinfection Byproducts Rule. We did not include an overhead alowance in the analysis because
of the issuesin achieving consistency in the overhead concept.

5.2.4 Adjusting Individual States’ Wage Rates for the Difference Between State and
National Average Wage Rates

The EPA cost anal yses use national average wage rates to calculate the labor cost of
administrative activities. Because the wage rates of individual states vary, often substantialy,
from the national average, littleinsight is gained by simply observing that the wage reported by
an individual state in performing an administrative activity differs from the EPA wage—if a
substantial part of that observed difference results from the difference between state and national
average wage values. To provide a more meaningful comparison of the wage value used in the
EPA analysis and the value reported by a state for the staff who perform a particular activity, we
adjusted the reported state value for the difference between the state average and national
average wage values and then compared the adjusted state value with the EPA-reported value,
with both values in 2006 dollars. For states with average wages that are higher than the national
average, the adjustment reduces the state-reported wage for that percentage difference; for states
with average wages that are lower than the national average, the adjustment increases the state-
reported wage for that percentage difference. The resulting comparison then provides insight into
theresidual “real” difference between EPA and state wage values based, for example, on a

state’' s use of adifferent level of labor to perform regulatory activities than the labor level
projected by EPA.

We performed this adjustment using national and state average wage values as reported in the
National Occupational Employment and Wage Estimates series by the Bureau of Labor Statistics
(BLYS). Specifically, we multiplied the state-reported value by the ratio of the national average
wage to the state average wage as follows:

REGWag;, « = REGWinag, s X oy Wk @)
AVGWs
where:
REGW . s = Adjusted reported wage for state s for administering an environmental regulation
REGW nagjs = Unadjusted reported wage for state s for administering an environmental
regulation
AVGW , = Average wage, national, all occupations, from BL S Occupational Employment
and Wage Estimates, May 2005
AVGW ¢ = Average wage, for state s, al occupations, from BLS Occupational Employment

and Wage Estimates, May 2005

5.2.5 Annualizing Start-Up Costs

When states take responsibility for administering a new regulation, they generaly incur start-up
costs. These one-time costs typically result from preparations for implementing a new or revised
regulation. In addition, states incur recurring costs that are associated with compliance
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assistance, permit administration, monitoring, and enforcement. One-time costs can be
annualized in order to make them comparable with recurring costs. We annualized these costs
over a5-year period and assumed a discount rate of 7 percent. The 7 percent discount rate is the
rate recommended by OMB for annualizing one-time costs in the performance of cost-benefit
analyses of regulations. Conceptually, the 5-year annualized cost is the constant value accrued
annually over the 5-year period that isequal in present value, at the 7 percent discount rate, to the
one-time cost. For this calculation, we assumed that each annual value would be accrued at the
beginning of each year.

The use of annualized values for including start-up costs in the total cost calculation has the
effect of “smoothing” these costsin away that may mask short-term difficultiesin state
budgeting for substantial, one-time outlays. To partially offset this limitation, we conservatively
selected a 5-year annualization period (the shortest period found in our review of regulatory
analyses, and a value probably shorter than the period over which a state would benefit from its
start-up activities). Use of a“shorter” annualization period increases the weight of start-up
activities relative to recurring activities. In general, however, our analysis showed that even with
thisincrease, recurring activities substantially dominate start-up costs in the estimated costs for
administering regulations, and in the differences observed between state and EPA estimates.

We used the following formulato calculate the 5-year annualized cost:

rx(L+r)° )
AC=py xXE*)
@+r)
where;
AC = Annualized cost over 5 years
PV = Present value of the one-time cost

Discount rate (7 percent)

5.3 Implementing the Information Collection Form and Process

Working with EPA and ECOS, we developed a process for collecting cost information from case
study state respondents that followed five steps:

1. Review with state agency personnel EPA’ s estimates of regulatory administration costs
as assigned to the individual states, based on the procedures described later in this section

2. Obtain from these personnel comments on whether the components of the EPA estimates
are higher or lower than their own experience; obtain aternative estimates where
applicable. Specifically, within the framework of the information collection form, we
asked state agency personnel to provide information on:

Whether they performed the specific activities

The number of those activities performed annually
The number of hours for performing each activity
The hourly cost of labor for performing each activity
Any non-labor costsincurred for the activity.

3. Identify activities omitted from EPA’s analysis by reviewing a checklist of possible
activities related to implementing and administering a regulation

4. Estimate the time requirements, labor costs, number of activities, and other relevant cost
elements for the activities identified as being omitted from EPA’ s analysis
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5. ldentify the cost component, if any, of the activities reported in Steps 2-4 that results
from the part of those activities that a state undertook independent of the requirements for
administering the EPA regulation (the “baseline activity cost”).

We developed an information collection questionnaire that mirrored these steps. In response to
Steps 1 and 2, the questionnaire allowed the states to comment on each of the components of
EPA’s cost estimates for the each of the four rules. To facilitate the case study states
identification of activities that EPA may have omitted from its analysis (Step 3), we incorporated
achecklist into the questionnaire with a comprehensive list of activities, allowing states to
identify activities that they perform and that were not included in EPA’ sregulatory analysis.
States also had the option of adding activities that they perform but that are not present in the
checklist. To address Step 4, the questionnaire allowed states to provide general or more detailed
estimates for any activities that were omitted from EPA’s analysis. Findly, to ensure that we
correctly calculated the incremental costs attributable to the regulation (Step 5), the questionnaire
requested that the participating states identify those costs, if any, that they undertook
independent of the regulatory requirements.

Initially, we requested that the case study states generate their own cost estimates independently
from the EPA-based estimates of their costs (i.e., skipping Steps 1 and 2). We believed that
looking over the EPA-based estimates beforehand might bias the states’ responses. However,
when we pre-tested our approach with South Carolina, whose staff took the time to provide us
with very insightful comments, it became clear that this approach would not work. South
Carolina staff indicated that it would be too difficult for them to develop estimates without a
starting point. The final approach, where state staff would review EPA’s estimates before
developing their own, was much better received. This concept also had the advantage of
prompting the participating states to frame their cost estimates in terms of the components we
wanted to analyze: (1) the per-activity time requirement, (2) labor cost, (3) non-labor cost, and
(4) number of activities.

We recognize that our approach of providing the EPA-based estimates seeded the state agency
personnel with values that they might then lock into as a starting point for their own values. At
the minimum, this approach had the potential for anchoring the state results about the EPA
estimates. It was al so possible that the EPA values could become afloor for states in developing
their own estimates. As discussed in the later chapters that present the findings for each
regulation, we did find that states more often reported values for the length of time to perform
activities and for the hourly cost that were equal to or exceeded the EPA estimated values.
However, in severa instances, states reported values (e.g., timeto perform activities) that were
less than the EPA estimates, or reported that EPA had included activitiesin its analysis that the
state did not need to perform in administering the regulation. The occurrence of these “ EPA-
higher-than-state” findings indicates that states did not systematically treat the EPA estimates as
floor valuesin providing their own cost estimates. On balance, we view the approach that we
followed as a necessary and reasonable compromi se between preferred process and practicality.

Once we developed the final information collection questionnaire, we worked with ECOS to
identify a point of contact in the environmental agencies of each of the participating states.
Subsequently, we forwarded the cost collection materials to the state agencies, and followed up
with discussions to answer questions and provide guidance as needed for responding to the
information request. To gain as much insight as possible on the effectiveness of, and potential
issues in, the data collection process, we obtained much of the information from South Carolina
in onsite interviews. We obtained information from the other participating states through a
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combination of completed forms and follow-up telephone call discussions and email to clarify
any uncertaintiesin their responses. Asthe last step in this process, we provided the completed
guestionnaires to the states for their final review and confirmation that we had properly
interpreted their responses for use in thisanalysis.

5.4 Organizing and Analyzing the Cost Information

Our goal wasto design an analytic framework that would allow usto develop ideas for
improving EPA estimates of costs incurred by states through an understanding of the differences
between EPA and case study state estimates of regulatory administrative costs, and the sources
of those differences. The analytic framework follows the concept of our questionnaire (described
in Section 5.3). Exhibit 5-1 shows how the estimates for our costs comparison were compiled
and analyzed.

Based on this organization, we first compared the EPA-based cost estimates with the state
estimates in each of the 13 broad cost categories, assessing the extent to which differences occur
in:

1. Those activity categories for which EPA estimated costs, and

2. Those categories for which EPA did not estimate costs but for which some states did
report costs.

We also noted whether the case study states indicated that some activities did not need to be
performed. Based on thisinitial comparison, we assessed the importance of individual activity
categoriesin terms of their contribution to the differences between the EPA-based and the state
estimates. We identified an activity category as being a substantial source of difference within a
case study state’s estimate for an individual regulation when:

1. The source of difference between the total state estimate and the total EPA-based
estimate exceeded 25 percent, and

2. The activity category contributes to more than 20 percent of that difference.

For those activities that both EPA and one or more states agreed needed to be performed, we
compared the participating states estimates with the EPA estimates for each of the four cost
components:. per-activity time requirement, labor cost, non-labor cost, and number of activities.
This comparison was structured to identify the contribution of each component to the total
difference between the EPA and state estimates for these activities. This effort involved a “one-
at-a-time” replacement of the EPA estimated component values with the state-reported values to
understand the change resulting from each component (e.g., replacing the EPA-estimated “ per-
activity time requirement” with the participating state’ s estimate while holding all other EPA-
estimated component values unchanged). In addition, for each of these activities, we looked
closely at the differences between the EPA and state estimates of the time required to perform
each activity. We also looked for the presence of systematic patterns across states and cost
categoriesin the differences between EPA and case study states’ estimates.

Examining the differences between the EPA-based and case study state estimates for the four
cost components gave us a more comprehensive view of the ways that state estimates can differ
from the EPA-based numbers. Thisinformation is also useful in identifying areas where further
discussion between EPA and the states may improve administrative cost estimates and the
overall efficiency of administering delegated programs.
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Exhibit 5-1: Developing, Organizing, and Analyzing EPA-Based and State Estimates

Start with national level
pre-promulgation
EPA estimates for four regulations

EPA-Based Estimates:

Convert national level EPA estimates to state- . . : .
: ; " : Obtain state estimates from questionnaire that
level estimates and assign activities estimated

by EPA into 13 activity categories defined by CELG SIS D fgspond tf_’ _E_PA-Based SEUENES
: and report additional activities performed.
Abt Associates.

State-Reported Estimates:

Normalize state-level EPA-Based estimates Normall_ze sta@teh- régoArtgd esélma;t_es {or.
for comparison with state-reported estimates: comparison wi “2ased EStmates:

« Convert into 2006 $ . tf\dt{:\l’st wa?ets to zccott_mt fcl)r differences t
- Adjust wage for a 40% fringe rate etween state and national average wage rates

o e
» Annualize start-up costs over 5 years at 7% st wage U1y 21 210% WITg s 2l
¢ Annualize start-up costs over 5 years at 7%

Compare EPA-Based and state-reported estimates across 13
broad activity categories; Assess whether differences are in
categories where:

(1) EPA estimated costs
(2) EPA did not estimate costs

For EPA-estimated activity categories:

(1) Assess state agreement with the need to
perform activities.

(2) For activities in which states also reported

For activity categories where EPA did not
estimate costs, identify important categories
based on:

The number of states reporting costs in a

a category, and

The magnitude of the difference between
the total EPA-based and state estimate
attributable to an individual activity category.

costs, assess sources of difference from: @
a) The time to complete an activity, @
b) Personal costs,
c) Number of activities,
d) Other cost elements

Abt Associates Inc. 5-10 Analytic Framework



Final Report, September 14, 2007

For those activity categories where EPA did not estimate costs but for which some states
reported costs, we identified the categories that are important sources of difference between the
total estimates based on:

1. The number of states reporting costs in a category, and

2. The magnitude of the difference between the total EPA-based and total state estimate
attributable to an activity category.

55 Limitations

Throughout this chapter, we have alluded to a number of limitations to our analysis. We
summarize the more important of these limitations below:

= Thestudy focused only on four environmental regulations and six case study states.
As such, the results do not constitute a statistically valid sample from which broader
conclusions can be drawn.

= For each of theregulations analyzed, Abt Associates attempted to allocate EPA’s
national administrative cost estimatesto theindividual case study states (the EPA-
based estimates). This allocation process inevitably includes error in understanding how
costs would translate to individual states. In particular, our estimates of the numbers of
regulation-rel ated activities that would be performed by the individual states are probably
subject to considerable uncertainty. To adegree, we are able to bypass this problem by
focusing on other individual cost components (i.e., length of time to complete activities
and the unit labor costs for performing those activities) as independent sources of
difference between the EPA and participating states' cost estimates.

= Participating states’ estimates of the coststo perform administrative activitiesfor
federal environmental regulationswere generally not based on detailed recor ds of
actual outlays, but instead reflect moretypically arecollection or “best estimate” of
what isrequired to perform these activities. As aresult, states estimates are subject to
an unknown degree of error. In instances where these activities remain ongoing, these
estimates are probably less subject to error than for activities that were completed several
years ago and that may have been relatively unique in their performance. In some cases,
case study states reported that the personnel who were responsible for specific activities
are no longer employed by the state agency; these states acknowledged the uncertainty in
their estimates because of the loss of this“institutional knowledge.” We have no way of
validating states' estimates or of knowing the extent and direction of any estimation error.

= Asdescribed at the beginning of this chapter, we have no way of precisely
identifying the degree to which states reported costsreflect activitiesthat were
already (or would be) ongoing because of state or other federal programs
implemented independent of the federal environmental regulation’s administrative
requirements. In the case of the Stormwater Phase Il Final Rule, it appears that some
states reported costs that could be partialy attributable to the Coastal Zone Act
Reauthorization Amendments (CZARA). Since we cannot estimate the extent to which
costs are attributable to CZARA or the Stormwater Phase Il Final Rule, we can only
identify the instances where this may be occurring. We aso have no way of identifying
the extent to which states' reported costs reflect activities that exceed a reasonable
baseline of the requirements for implementing aregulation. As aresult, states' reported
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costs may not all be directly attributable to the requirements of the federal environmental
regulations being studied.

= Asdescribed in Section 5.3, wereported the EPA estimatesto the case study states
aspart of our information collection process. This seeding of the discussion with those
estimates may tend to anchor the state-reported values to the EPA estimates and produce
anarrower range of estimates than would occur if the estimates were not seeded in this
way. The EPA estimates could also serve as afloor for the state-reported values and thus
impart an upward bias to the state cost estimates in relation to the EPA-based estimates.
Asdiscussed in later chapters presenting the findings for each regulation, we did find that
states more often reported values that were equal to or exceeded the EPA-based estimated
values. However, in several instances, states reported values (e.g., timeto perform
activities) that were less than the EPA-based estimates, or reported that EPA had included
activitiesin its analysis that the state did not need to perform in administering the
regulation. The occurrence of these findings indicates that states did not systematically
treat the EPA estimates as floor valuesin providing their own cost estimates.

= TheEPA cost estimatesfor the variousregulationswere all prepared several years
ago, and the costsin those estimatesreflect labor costs and other prices prevailing at
that time. For this effort, we inflated the EPA estimates to current (2006) dollars based
on an accepted price-adjustment index. Nevertheless, this adjustment for change in prices
over time introduces uncertainty in comparing the updated EPA estimates with the
current state estimates.

= Other elementsof the cost normalization process (e.g., adjusting for the difference
between state and national aver age wages, annualizing start-up costs over a specific
number of yearsand discount rate) are also subject to uncertainty and error. Itis
not possible to know the degree of error introduced by these adjustments or the extent to
which these adjustments introduce bias in the resulting values and comparisons.

= Wedid not explicitly consider theimpact of state capital budgeting for start-up
activities. Thiswas beyond the scope of our effort, but could be an important
consideration for states that are preparing to administer a new delegated environmental
regulation.
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